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The internet has greatly revolutionized the traditicJnal physical modes of conducting business to the 
current use of electronic devices either partially or wholly to conduct businesses. Many sectors of the 
Kenyan economy are now being run using electronic medium. This change in the mode of transacting 
has led to a shift of the base of income from the traditional markets to that from electronic commerce. 
This paper is aimed at achieving fairness of sharing the burden of taxation as provided in article 201 
of the Constitution of Kenya. Income from electronic commerce however, in · some cases ends up 
untaxed due to the nature of the digital commerce. Electronic commerce challenges the traditional 
principles for basing taxation. E-commerce poses challenges such as anonymity and defYing of 
geographical boundaries which then makes the income earned from e-commerce inapplicable to tax 
laws and therefore making e-commerce income earners not to participate in sharing the burden of 
taxation. 
Taxation of income from e-commerce requires laws that are made in contemplation of its nature. The 
traditional principles for basing taxation require physical presence in a state for such a state to assert 
tax rights over a person. E-commerce on the other hand is vi11ual and makes it possible for one to 
earn income from a pm1icular state without having physical presence in that state. Such aspects of e-
commerce need to be contemplated by the law for income from e-commerce to be applicable to tax 
laws. 
A number of countries mostly being developed and experiencing the same challenges have made 
advancements towards addressing these issues. Regional and International organizations have also 
been formed to address the same issues. This research borrows greatly from the Organization for 
Economic Cooperation and Development and two countries India and South Africa used as 
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CHAPTER 1 
1.1 Bacl<ground of the study 
The internet has been revolutionizing many aspects of modern business to the current use of electronic 
commerce and promises to bring even more radical changes in the future. 1 Electronic commerce, 
commonly known as e-commerce is the performance of transactions involving exchange of goods or 
services between two or more parties using electronic tools and equipment. Globally e-commerce is 
being used more often and as a result, it is slowly replacing the traditional physical markets with 
digital platforms.2 The traditional physical market places have been replaced by online platforms and 
electronic modes of money payments. 
Several surveys have been carried out to measure the extent of growth of e-commerce in Kenya. 
Africa Internet Group (AIG), a leading e-business that provides internet platform to over 25 African 
countries conducted a survey to evaluate the top seven countries for technology and e-commerce 
growth in Africa. It ranked Kenya second after Senegal. 3 Another survey was conducted locally by 
the Kenya Bureau of Statistics in 2015. The survey reported that information communication 
technology (ICT) was one of the sectors that had the biggest growth in Kenya. ft fmiher rep01ied that 
Kenya 's internet penetration was at 54.8% of its population which was approximately 22.3 million 
users. 4 Globally, about 3 billion people ofthe world population access the internet. This is about 40% 
of the total global population. These statistics show that Kenya's penetration is above average.5 
The statistics relayed reveal the potential of e-commerce growth in Kenya. Many businesses have 
become digitalized and exchange of goods and services is now done electronically. The internet has 
become the market platform for many businesses both local and international such as Uber, Jumia, 
Facebook, Amazon, OLX, M-Pesa and other small individual businesses. All these businesses 
generate income which is not all taxed. Section 3 of the Income Tax Act of Kenya requires all income 
1 Peter Lee U. Towards a national Tax policy for £-commerce. Philippine APEC study Center, PASCN Discussion Paper 
No. 2002-08. 
2Richard I-I ill & Ian Walden. The Draft UNC!TRAL Model LaJV for Electronic Commerce: Issues and Solutions . 
( I 996). 
3Nur Bremmen. 7 African countries JVith blooming e-commerce markets, I 8' 11 December 20 I 4 
http://ventureburn.com/20 14/ 12/7-a fi·ican-countries-booming-ecommerce-markets/ on 30 January 2017. 
4http://www.techweez.com/20 15/04/29/ internet-penetrat ion-in-kenya-20 15/ on 30 January 2017. 
5http://www.techweez.com/20 15/04/29/ internet-penetration-in-kenya-20 15/ on 30 January 2017. 
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gained or accrued in Kenya be taxed. 6 Unfortunately, the current tax laws are insufficient in taxing 
income gained from e-commerce. 
1.2 Statement of the problem 
In Kenya, taxes are the government's main source of revenue. 7 The Income Tax Act requires that all 
income accrued in Kenya be taxed. 8 Income earned from e-commerce however does not fully meet 
the requirements needed by the Jaw to be taxed in the country. 9 This is because of e-commerce's 
peculiar characteristics which were not contemplated at the time the laws were being made. 1° Kenyan 
tax laws are source based. This requires that, aspects such as permanent establishment and some 
requirements of residency be met when establishing the source of an income for it to be taxed in a 
particular country. When such aspects are considered, e-commerce ends up untaxed as it lacks a 
physical presence. 11 
The nature of e-commerce businesses is that they are virtual in that they exist on the internet, barely 
physically in any country and their transactions defy geographical boundaries. 12 The mode of payment 
for e-commerce transactions may also be done digitally via the internet with electronic money and 
depending on the type of software used, the users can be anonymous. 13 Electronic money leaves little 
or no traces of a transaction having taken place. 14 Such characteristics of e-commerce make it difficult 
to determine the source of the income and therefore the country to tax such income. These 
characteristics of e-commerce make it difficult to tax local and foreign e-commerce companies that 
generate income from Kenya while located outside the country or on the internet. 
6Section 3, Income Tax Act. (Cap 470 Laws of Kenya). 
7The Institute of Certi lied Public Accountants Kenya. ·A Historical Perspective to Revenue Performance in Kenya ' . 
Kenya Revenue Analysis 20 I 0-2015. 
8Section 3, Income Tax Act, (Cap 470 Laws of Kenya). 
98enjamin Musau. The newest legal issues regarding income tax characterization with respect to international taxation 
of digital products and services, 13 March 2014 http://www.bmmusau.com/article-the-newest-legal-issues-regarding-
income-tax-characterization-with-respect-to-international-taxation-of-dig ital-products-and-services/ on April 2017. 
10 http://www.bmmusau.com/article-the-newest-legal-issues-regarding-income-tax-characterization-with-respect-to-
international-taxation-of-digital-proclucts-and-services/ on April 2017. 
11John Sweet, Formulating International Tax laws in the life and age of Electronic Commerce; Based taxation in the era 
of eroding traditional Income Tax Principles, 146 U .PA . 1960-72. 
12Klarich A. 'The Nature ofE-commerce '. Thompson Rivers University, (2 00312004). 161. 
1'Ruppert P, ' Privacy. Tax evasion and the Development ofCryptocurrencies ' . Ge01getown Law Technolog ical Review 
(20 17) . 
14Department of Communications Republic of South A f1·ica. A green paper on electronic commerce tor South Afi·ica. 
II 
E-commerce poses a challenge when determining the jurisdiction to tax its income as the traditional 
requirements to tax income do not relate toe-commerce. The current tax laws have not addressed this 
loophole which is against the spirit of ta;xation. When e-commerce businesses are not taxed, the 
government loses a significant amount of revenue. This paper therefore sees the need to address the 
challenges that e-commerce poses to taxation because the tax current laws ~re insufficient when 
dealing with e-commerce. The paper also intends to analyze how different jurisdictions have 
addressed such challenges and come up with comprehensive recommendations that address the 
challenges. 
1.3 Justification ofthe study 
Article 201 of the Constitution of Kenya provides for principles that should guide aspects of public 
finance and among them includes that the burden of taxation be shared fairly and in a manner that 
promotes an equitable society. 15 This provision requires that all persons eligible for taxation be taxed 
fairly without discrimination of the mode used to acquire the income for example the usee-commerce. 
The Constitution in Article 209 vests the national government with the right to levy taxes on any 
income gained or accrued in Kenya. 16 The Income Tax Act provides that taxes ought to be charged 
on all the income of a person, resident or non-resident accrued or derived in Kenya. 17 Article 27 of 
the Constitution of Kenya as well provides that every person has a right to equal protection and benefit 
of the law. 18 This principle of equality justifies this study by requiring all incorne earners be treated 
equally. 
The current tax laws were made prior to the emergence of the digital commerce. The principles that 
were being applied then are insufficient in taxing the internet based commerce. 19 The insufficiency 
of the current tax regime is due to the diverse nature of e-commerce as compared to the traditional 
form of transacting. E-commerce poses different issues and complications from those faced by the 
15 Article 20 I (b)(i) Constitution of Kenya. 
16Article 209 ( I). Constitution of Kenya. 
17Sect ion 3, Income Tax Act, (Cap 4 70 Laws of Kenya). 
18Articl e 27 ( I). Constitution of Kenya. 
19http :/ /w\ V\ v. bm m usau. com/article-the-newest -lega 1- issues-regarding-income-ta-x-characterization-with- respect-to-
international-taxation-of-clig ita l-products-and-services/ May 18 20 II. 
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traditional physical commerce. £-commerce eliminates geographical or physical boundaries, and this 
tends to hide, blur or confuse the character and soc1rce of the income accrued from it which therefore 
makes it difficult to tax such income.20 There are many other complications that e-commerce poses 
which the current taxation laws had not contemplated rendering the laws insufficiently applicable. 
Some of them vary depending on the type of e-commerce. 
£-commerce can be categorized into three types; e-commerce in tangible products, e-commerce in 
intangible products and e-commerce in services. The three types of e-commerce pose different levels 
of difficulty when it comes to taxation. All the three types of commerce are global in that they observe 
no physical boundaries. Other difficulties that vary depending on the type of e-commerce are the level 
of anonymity ofthe buyers and sellers and the level of physical and vi1iual existence. The more virtual 
or anonymous the type of e-commerce is, the harder it is to tax. Hence while e-commerce in tangibles 
is hard to tax, e-commerce in services proves to be even much harder to tax.21 
This research asserts that income accrued from e-commerce is often untaxed and the government 
constantly loses a significant amount of revenue due to this. Therefore, the intention of this research 
is to highlight the loopholes that tax laws leave when applied toe-commerce and propose guidelines 
applicable fore-commerce taxation. This research intends to compare e-commerce tax laws of two 
countries; India and South Africa whose e-commerce usage is relatively the same as Kenya and use 
the contributions of the Organization for Economic Co-operation and Development as well as other 
relevant literature to propose a guideline for taxing e-commerce in Kenya. 
1.4 Statement of objective 
The main objective of this research is to propose guide! ines for taxing e-commerce in Kenya since 
the current taxation laws do not sufficiently cover this form of commerce. To achieve this, the research 
20Benjamin Musau. The newest legal issues regarding income lax characterization with respect to international taxation 
of digital products and services. 13 March 2014 http://www.bmmusau .com/article-the-newest-legal-issues-regarding-
income-tax-characterization-with-respect-to-international-taxation-o t:digital-products-and-services/ on April 2017. 
21David R. Johnson & Dav id G. Post, Law and Borders-The Rise of Law in Cyberspace, 48 Stanford Law Review 
1367. 78. 
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will carry out a comparative analysis of e-commerce taxation laws and guidelines oflndia and South 
Africa to help it propose the intended guidelines. 
1.5 Reseat·ch questions 
This research seeks to answer the following questions: 
a. Are there any laws dealing withe-commerce taxation in Kenya? 
b. Does India and South Africa have tax laws that deal with e-commerce? 
c. Do the e-commerce tax laws of India and South Africa address the Issue of permanent 
establishment fore-commerce transactions? 
d. Are the current taxation laws in India and South Africa sufficient to deal withe-commerce for 
Kenya to emulate? 
e. Are thee-commerce tax laws of India and South Africa in line with the OECD guidelines? 
f. How can the e-commerce tax laws of India and South Africa be applied .in Kenya? 
1.6 Literatm·e Review 
In Kenya there is limited literature on e-commerce taxation. Nevertheless, Attiya Waris, a Kenyan 
professor on tax wrote a paper titled Taxation without principles. Her paper focuses on the history 
and background of taxation in Kenya in a bid to inform the present tax legislation. The paper affirmed 
that the colonial imposed tax laws needed reforn and advocated for a strong principled taxation 
system that is more relatable to the current trends.22 
The Organization for Economic Co-operation and Development (OECD), a 29-member group of 
industrialized nations has made several contributions to the literature of taxation of e-commerce. The 
first conference was held in Turku, Finland. It was t itled ' dismantling the barriers to global electronic 
22Att iya Waris. Taxation without Principles: a Historical analysis o f the Kenyan Taxation System, Kenya Law Review 
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commerce ' . It discussed the challenges posed bye-commerce and identified its opportunities. The 
next conference was held in 1997 in Ottawa, Canada.23 The Ottawa conference was titled ' borderless 
world- realizing the potential of e-commerce. ' lt set out principles that ought to guide countries on e-
commerce taxation. The principles are; neutrality, efficiency, ce11ainty and simplicity, effective and 
fairness as well as flexibility.24 
In 2000, the OECD developed the OECD Model Tax Convention, a model for negotiation of tax 
treaties and later on developed a commentary on the model. A year later, the OECD developed a 
discussion paper on applying the existing principles of double taxation on e-commerce.25 
The green paper on electronic commerce for South Africa was compiled by the department of 
communications of South Africa. The paper was a discussion aimed at changing the South African 
tax laws from being source based to being residence based so as to accommodate e-commerce 
taxation. The paper observed that source based taxation system did not apply toe-commerce taxation. 
It flll1her contributed towards the development of the current policy framework for electronic 
commerce in South Africa.26 Currently South Africa 's tax laws are resident ba·sed and e-commerce 
taxation is governed by the South African Income Tax Act.27 
1. 7 Hypothesis 
In line with the tax principle of neutrality one of the aims of Kenyan tax laws · is to tax all avenues 
that generate income in the country. E-commerce is a new way of transacting where exchange of 
goods and services are done through electronic piatforms. The current tax laws do not sufficiently 
address e-commerce. The mere fact that e-commerce is different from the traditional way of 
transacting is not a sufficient reason for it to be exempted from taxation. Tax. laws that address e-
23Kershnee Naickerthe. The taxation of e-co mmmerce: An examinat ion o f t he impact and challenges posed by 
e lectronic commerce on the ex isting tax reg ime, published LLM thesis, School of Law University of Natal 
Pietermaritzburg, 25 August 2003 . 
240 ECD Comm ittee on Fisca l Affa irs ·'E lectronic Commerce: Implementing the Ottawa 
Taxation Framework Conditions'·. 
25Kirti and Namrata Agrawal, Research Scho lar at Banastha li University. Rajasthan. Professor at NIFM, Faridabad, 
India. 
26 ' A green paper on e lectronic commerce for South A frica ' Department of Communications Republic of South Africa. 
27/ncome tax Act 58 of 1962 (South Afi·ica). 
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commerce need to be developed to achieve equality by taxing all income generated in Kenya 
including that which arises from e-commerce. 
1.8 Research Design & Methodology 
A qualitative research method would best apply to this research problem. This research intends to 
examine the income tax approach of e-commerce tax laws of two countries; India and South Africa 
as the case studies for this research. The research intends to analyze thee-commerce tax laws oflndia, 
South Africa, guidelines from the OECD and other relevant literature so as· to borrow some e-
commerce taxation principles that may be applicable to Kenya. The choice of this research to use the 
two countries as case study is because they have advanced e-commerce tax laws yet they are 
developing countries making their progress possible and within the reach of Kenya. Use ofthe OECD 
literature is because of its determination to address the issue of e-commerce tax challenges and its 
universal acceptance. 
This research intends to be guided by the following design; the research intends to relay the current 
state of Kenyan tax laws in relation to e-commerce. To state the steps that the two countries have 
taken to address the challenges of e-commerce taxation then use the information to analyze it in 
relation to the research objectives, questions and the theories that inform this research. The research 
will then conclude with its findings from the analysis made, make recommendations for the 
development of e-commerce tax laws and suggest other problems related to the topic that other 
researches can expound on. 
This research will primarily rely on secondary sources of data. The sources intended to be used will 
be majorly; books, journal articl es, statutes, commentaries, rep01ts, dissertations and internet sources 
re lated toe-commerce taxation . 
1.9 Assumptions 
This research is carried out with assumptions that; 
16 
a) The level of usage of e-commerce in India and South Africa is relatively the same as Kenya. 
b) The reception ofthe taxation laws in the two countries will be the same in Kenya. 
1.10 Limitations of the study 
This research will be limited in the following ways; 
17 
a) Literature one-commerce taxation in Kenya is limited. 
b) Taxation laws on e-commerce are not static but constantly evolving since new ways of 
carrying out e-commerce keep emerging. 
c) Taxation laws of countries are different depending on the extent of use of e-commerce in the 
different countries. 
CHAPTER 2: THEORETICAL FRAMEWORK 
2.1 Introduction 
Taxes are compulsory levy imposition on individuals or entities by the government.28 They are 
inevitable and paid by all citizens either directly or indirectly. Libertarians and in particular Robe1t 
Nozick consider taxation as government's interference with peoples' lives and a form of slavery. 29 
This interference by the government is however perceived differently by people. Some see taxation 
as a good thing and beneficial to the whole society while others like libertarians despise it in its 
entirety viewing it as "a means of acquisition for the lazy," and an "unjust burdening of the people by 
government."30 Despite peoples' views about taxation this research seeks to evaluate the authority 
and rationale for taxation informed by taxation theories. 
The legitimacy of taxation is drawn from the people governed. The agreement for citizens to be taxed 
is formed after individuals agree that they would be better off under the protection of the state than if 
they were in a state of nature. This agreement then justifies tax impositions of the state to its citizens 
which is a transition from a state of absolute freedom to that of limited freedom with greater 
opportunities. 31 The agreement then becomes a social contract of the people which is executed 
through a government. The social contract contains certain agreed terms whereby citizens have to 
give up certain rights in return for some benefits. Terms pertaining to how and the extent that people 
should be taxed ought to be agreed for taxation to be a smooth and clear process. The authority for 
taxation therefore comes from citizens ' consent. This rational is drawn from · theories such as the 
socia l contract theory and distributive justice theory which is under the theory of justice which all 
inform this research. 
28https://thelawdictionary.org/tax/ on I 0 September 2017. 
29Robert Nozick, Anarchy, State and Utopia; Basic Books. 
3°Kant. !.. Metaphysics oflvlorals (MM). in The Cambridge Edition of the Works of Immanuel Kant: Practical 
Philosophy. trans. by Mary Gregor. Cambr idge: Cambridge University Press. 1999. . 
31 http://masshumanities.org/ph _taxes-the-social-contract-and-adam-smith/ on 15 September 2017. 
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2.2 The social contract theory 
The social contract theory justifies government's imposition of taxes on its citizens. The basic idea of 
the social contract theory is people giving up some of their rights to obtain a certain benefit which 
can only be granted by a government which is also responsible to ensure that everyone keeps their 
end of the agreement of giving up the agreed rights. The benefit that citizens obtain is usually social 
goods or assurance of security and protection of property which individuals cannot guarantee 
themselves in the state of nature. In relation to taxes, people accept taxation as . the socjal contract 
whereby they give up a portion of their income and in return the government assures them of 
protection of their rights and properties which is not assured in man 's state of natt1re. The philosophers 
behind this theory include Thomas Hobbes, John Lock and Jacques Rousseau among others. 
According to John Lock, the state of nature we live in is one where there are no social goods and the 
only way to enforce one 's rights is through the use of violence. He then states that that state of nature 
is what necessitates the need for man to reach to a consensus with one another to give up some rights 
for protection of other rights by a third pmty who in most cases is the government.32 He further states 
that in this state of nature people may still get their rights. However, society will always be in a state 
of continual of warfare as fear will dominate since the rights are not guaranteed. 33 To avoid this state 
of warfare, people consent to form a government that protects and assures them of their rights in 
return for them giving up some of their rights which aid the government to keep its end of the bargain 
as the third pa1ty. The consent of the people then becomes the only legitimate claim to obedience for 
the protection of their rights . 
Thomas Hobbes' contribution to the social contract theory is almost similar to that of John Lock. 
However, the only difference is that he claims that we exist in a state of nature that makes life ' poor, 
nasty brutish and short' because of human conditions such as equality of need, scarcity and limited 
altruism .34 In this state of nature there are no social goods hence the need for social cooperation. To 
achieve this social cooperation two things ought to be fulfilled that is; guarantee that people will not 
32I-Iobbes. T; Leviathan, Cambridge: Cambridge Uni vers ity Press, I 65 I. 
331-lobbes, T; Leviathan, Cambridge : Cambridge Univers ity Press, 1651 
34http://www.csus.edu/indiv/g/gaski lld/ethics/sct.htm accessed on 20 September 2017. 
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harm one another and that people must be able to rely on one another to keep their agreements. This 
then necessitates the need for a government. People then give up some of their rights to form a social 
contract. Each person agrees to follow the laws of the state on the condition tluit everyone else does 
the same. That way, we are all relatively safe from each other and we all benefit from the other social 
goods that will result. 
Jacques Rousseau on the other hand justifies the compulsory nature oftaxes as he states that "In the 
state of nature we enjoy physical freedom of having no restraints on our behavior." People then form 
a social contract whose general will is formation of laws that are accepted as just and those who do 
not follow the general will are breaking the law. 35 Jacques Rousseau advocates for forcing people to 
follow the law because it is in everyone's best inter~st to do so. 36 According to Rousseau, citizens are 
allowed to do what they please as long as it does not interfere with public interest. He fut1her states 
that humans have two personalities; public and private. He does not distinguish the personalities but 
considers that the pub! ic persona takes precedence over the private self hence taxation which is part 
ofthe public life ofhuman takes priority. 
Taxation is part of the social contract agreement. This contract requires individuals to give up some 
of their rights; in this case it is a portion of their income so as to receive certain social benefits. 
Rousseau 's contribution to the social contract theory requires that for tax laws to be accepted they are 
to be just and contributed by all for those who fail to contribute are considered as breaking the law. 
This requires tax laws be made on fair and just principles and be contributed by all including 
electronic-commerce users. 
From the assessment of the three scholars the ger.eral agreement is that a third party is required to 
assure individuals protection oftheir properties and rights as well as to provide social goods for the 
individuals. Taxes levied by the government achieve this purpose. For example, in Kenya taxes which 
are the governments' main source of revenue are used to fund the creation and provision of social 
goods such as public roads, hospitals, schools and the Kenya Defense Force among others. Provision 
35R.A. Leigh. Unsolved Problems in the Bibliography of J.-J. Rousseau; Cambr idge, 1990), 22. 
36http://www.sparknotes.com/philosophy/socialcontractl accf"ssed on 17 September 2017. 
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of such goods by the government is more efficient in terms of cost and time as compared to each 
individual being left to provide such goods for themselves which is the case in a state of nature. 
Taxation therefore serves as the solution to mans ' anguish in the state of nature justified by his consent 
in the social contract. 
2.3 Distributive justice theory 
Distributive justice is about just allocation of goods in society. In relation to taxation, distributive 
justice corresponds to the distribution of wealth among taxpayers in accordance with the principle of 
equality. John Rawls argues for the use of the tax system as a means of achieving distributive 
justice.37 
According to Rawls, the distributive justice theory is based on the idea that society is composed of a 
system of cooperation for mutual advantage between individuals. He advocates that society needs to 
have a form of social contract to achieve social cooperation. This move for agreement among citizens 
is what places Rawls' justice as fairness within the. social contract tradition of Locke, Rousseau and 
Kant. 
The social contract needs to establish appropriate ways of distributing benefits and burdens in society. 
Rawls considers justice as the most important principle when it comes to distribution of resources. 38 
He sees justice as a principle that free and rational people whose intention is to fut1her their own 
interest would agree on in an initial position of equality. He further states that the principles agreed 
on need to be defended and any inequalities ought to be justified.39 
Rawls suggests that in coming up with the social contract each citizen needs to be represented as free 
and equal. The representatives ought to be governed by principles that eliminate any possibility of 
bias for example bias towards certain social status, profession, gender, race or age. 40 To achieve these, 
Rawls says that they need to be covered by a veil of ignorance meaning that the principles need to be 
37 J. RawLS. 'A theory of Justice': "Laws and institutions no matter how efficient and well-arranged must be reformed 
or abolished if they are unjust. "3 ( I 97 I ) 
38Michael Lacewing. ' Rawls and Nozick on justice ', Routlrdge Taylor and Fransis group. 
39Michael Lacewing, ' Rawls and Nozick on justice ', Routlrdge Taylor and Frans is group. 
40https :/ /p lato.stanto rd.edu/entries/raw ls/#Ori Pos . 
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agreed on without knowledge of what our future positions in society might be. In the veil of 
ignorance, there is absence of bias which makes sure that the principles designed do not favor a 
pat1icular condition and are fair to all. 
Rawls calls this hypothetical thought experiment that seeks to make vivid to ourselves restrictions 
that seem reasonable to impose on arguments for principles of justice the ' original position ' . In 
relation to taxation. the theory advocates for members outcomes to be based on their outputs. People 
who invested large amounts of input ought to receive more than those who invested little. He also 
says that taxes ought to be paid based on the ability to pay. Income tax can be treated as society 's 
distributive mechanism and hence it has to be governed by laws that are in line with the principles of 
justice. 
The second principle of Rawls theory is the difference the01y. As we have seen in his first principle, 
that is the in the original position, people will always agree to equal distribution of basic liberties. 
The difference principle allows inequality but to a certain amount and that is if"it is to the advantage 
of everyone. He supports inequality that will always be to the advant~ge of the least advantaged 
people in society. 41 Rawls argues that this inequality may promote hard work as it may work as an 
incentive for people to generate more wealth.42 A certain level of material well-being is guaranteed 
in the difference principle hence evetyone can d0 better and spur economic growth . According to 
Rawls, a capitalistic system might work better to better the least advantaged. This can be achieved by 
rewarding productive behavior as an incentive to increase productivity and prosperity. 43 In relation to 
taxation both the rich and the poor would benefit. Tax incentives would motivate the rich to work 
harder and the least advantaged would get some necessities all of which would end up in benefiting 
the state as it would spur economic growth. 
2.4 Conclusion 
4 1 http ://www.encyc loped ia. co ml so cia 1-sciences-and-law I sociology-and-soc ia 1-reform/soc io lo g_y-genera 1-terms-and-
concepts-93 accessed on 20 August 2017. 
4211ttp :/ /www. encyc lo peel ia. com/social-sc iences-and-law I socio logy-and-soc ia 1-reform/ soc io logy-general-terms-and-
concepts-93 accessed on 20 August 2017. 
43https://ethica lrealism.worclpress.com/20 II /04/26/three-the .. ·ies-of-ju stice/ accessed on I 0 August 2017. 
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From the theories stated, both theories have expressed the need for a social contract which in this is 
considered as agreement to fair and just tax laws. Adam Smith, though a capitalist philosopher, 
recognizes that taxes are pat1 of a social contract and the need for them to" be guided by good 
principles. He stated that taxation should be guided by four principles. His first principle is that taxes 
ought to be based on a person 's ability to pay and on the revenue one receives under the protection of 
the state. He emphasized the point of progressive taxation stating that it was not unfair for the rich to 
contribute to public expenses more than in proportion to their income. His other principles specified 
that taxes ought not to be arbitrary, ought to as low as possible and convenient to pay.44 
Such principles have been adopted by international bodies such as the OECD to guide taxation laws. 
Taxation laws need to be flexible to ensure that the system continues being fair. New technological 
developments or new ways of earning incomes need to be easily included for taxation such as e-
commerce usage to ensure there is justice in the system. Just taxation laws that are inclusive of e-
commerce need to be included in taxation laws. 
44 http://masshum anit ies.org/ph_taxes-the-social-contract-and ·adam-smith/ accessed on I 0 August 2017. 
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CHAPTER THREE: COMPARATIVE CASE STUDY 
3.1 Int•·oduction 
This chapter will relay the current position of Kenya with regards to e-commerce tax laws. It will 
discuss the progress Kenya has made in an attempt to have tax laws that deal with e-commerce. The 
chapter will further discuss the position of South Africa, India and the OECD in relation to e-
commerce tax laws. 
3.2 E-commerce tax laws in Kenya 
This chapter will relay the current position of Kenya with regards to e-commerce tax laws. It will 
discuss the progress Kenya has made in an attempt to have tax laws that deal with e-commerce. The 
chapter will further discuss the position of South Africa, India and the OECD in relation to e-
commerce tax laws. Kenya does not have income tax laws that deal specifically with e-commerce 
taxation. The Constitution of Kenya however contains a general provision in Article 209 vesting the 
national government with the right to levy taxes on any income gained or accrued in Kenya. 45 The 
general provision could be implied to be inclusive of income gained through e-c.ommerce provided it 
is derived from a Kenyan source. The Income Tax Act flllther provides that for a person 's income to 
be taxed in Kenya, it needs to have been derived from a Kenyan source irrespective of whether the 
person is a resident or a non-resident.46 
Section 2 of the Income Tax Act defines a resident in relation to an individual as one who has a 
permanent home in the country and was present in the country for any period for a particular year of 
income under consideration or one who has no permanent home but has been in the country for an 
aggregate period of 183 days in that tax yearY In relation to a body of persons, a resident means that 
the body is a company incorporated under the laws of Kenya. 48 The same section defines a permanent 
establishment as a fixed place of business where one carries on business and which constitutes a 
45Article 209 ( I). Constitution of Kenya (20 I 0). 
46Section 3 ( I), Income Tax Act (Cap 470 Laws o f Kenya). 
47Section 2. 1ncome Tax Act (Cap 470 Laws of Kenya). 
48Section 2. Income Tax Act (Cap 4 70 Laws of Kenya). 
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building site, a construction or assembly project that has existed for six months or more where that 
person wholly or partly carries on their business.49 
£-commerce falls under the definition of a business and generates income to persons who use it as 
their means of transacting. This makes income from e-commerce if derived from Kenya to be subject 
to taxation in Kenya. However non-residents who earn income from a Kenyan source through e-
commerce fall short of the requirement to be taxed in the country as they would not meet the 
requirement of having a permanent establishment or physical presence in the country. The nature of 
e-commerce does not allow such e-commerce earned income of non-residents to be taxed in the 
country when subjected to the current tax laws. 
The challenges that e-commerce poses to taxation''in Kenya is its lack of a permanent establishment 
or physical presence in the country as well anonymity of e-commerce transaction which make it 
difficult to trace the source of the income for it to raise a right to be taxed in the country. 50 These 
challenges are caused due to the nature of e-commerce which was not contemplated at the time the 
current tax laws were made. 51 The nature of e-commerce is that it is global and virtual meaning it 
does not recognize geographical boundaries or require physical presence. Payment of e-commerce 
can also be done using digital money and its users can be anonymous therefore making it difficult to 
trace the source of such income and hence the income may end up untaxed. 
Kenya has made some eff01ts to address these issues at a regional level. It has made joint efforts with 
the East African Community (EAC) to establish a harmonized framework for cyber laws. 52 The 
United Nation Conference on Trade and Development (UNCTAD), working with the EAC member 
states, has helped formulate policies that address the issues of e-commerce taxation as well as suggest 
49Sectio n 2. Income Tax Act (Cap 470 Laws of Kenya). 
50 http:/ /w' V\ v. bmm usau.co m/artic le-the-newest -!ega 1- issues-regarding-inco me-tax -characterization-with- respect -to-
international-taxation-of-dig ita l-products-and-services/May ! 8 20 II . · 
51 http:/ /w\ V\ v. bm m usau.co m/art iclc-the-newest -legal- issues-~egard i ng- inco me-tax-characterization-w ith-respect -to-
internat iona l-taxat ion-o f-dig ita l-products-and-services/May 18 20 II . 
52The United Nation Conference on Trade and Development. "harmonizing cyber laws and regulation: the experience of 
the East A 1i·ican Co mmunity East A lr ican Community annuc;: report' ' . 2013 . 
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recommendations for the community to implement so as to enable it form tax policies that include 
income from e-commerce sources.53 
The EAC has made several recommendations for member states concerning e-commerce. Among 
those recommendations are; 
);> That laws concerning electronic transactions to address the issue of the time and place of an 
electronic transaction; 
);> That a comprehensive set of statutory definitions be incorporated · into the electronic 
transactions legislation; 
);> That partner states reform their national tax rules and adopt international best practice i.e. the 
OECD's definition of the concept of ' permanent establishment' for clarity purposes so as to 
establish when an online business meets the applicable criteria; 
);> That the rules and procedures governing tax administration be re-examined to accommodate 
online businesses and enable revenue authorities to have adequate and technically secure 
means to collect remit and audit the collection oftaxes in an online environment; 54 and 
);> That the countries address these issues jointly. 
These have however not been implemented despite the good recommendations which would have 
addressed most of the issues this research intends to resolve. 
3.3 South Afr·ican e-commer·ce tax laws 
South Africa just like Kenya faces the same e-commerce taxation problems. The difference however, 
is that South Africa has already began discussions towards addressing the problems. Even though it 
has not succeeded in fully addressing all the issues it has made progress that Kenya can learn from . 
53The United Nation Conference on Trade and Development. ·'harmonizing cyber laws and regulation: the experience of 
the East A fi·ican Community East A fi·ican Community annu fl ~ . repo rt' · . 2013 . 
54The United Nation Con fe rence on Trade and Development. "harmonizing cyber laws and regulations : the experience 
of the East Afi· ican Co mmunity East A fTican Community annual report". 20 13 ; Annex 2: Recommendations Dra ft 
fi·amework phase 2. 
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South Africa changed the basis of its tax system on 151 January 2001 from that of source based to that 
of residence based. 55 This decision was made after several commissions were established to reform 
the South African tax system. The commissions that led to the change of tax regime in South Africa 
are; the Katz commission named after its chairman Michael Katz, the Margo commission and the 
Davis committee.56 The Katz commission was appointed by the government to study the South 
African tax system and make recommendations for reform for an even expropriation tax system as 
the tax regime then had raised several concerns about inequalities in tax payments which were 
introduced during the apartheid times and hence inconsistent with the new South Africa's 
constitution.57 The Katz commission did not touch on e-commerce but it formed an important 
foundation for the growth of e-commerce tax laws in South Africa. Among the key changes that 
resulted from the recommendations of the commission was the establishment of an independent tax 
and customs administration; the South African Revenue Service (SARS). 58 
In 1999, the SARS reported that the application of traditional concepts of source to connect the source 
of an income with to a specific geographical location is difficult and close to impossible in the world 
of cyberspace. 59 The rep011 elaborated on the nature of e-commerce as borderless, intangible and 
does not require a physical presence all of which make it difficult to locate the source of an income 
for taxation purposes. While still using the source based principle of taxation, SARS could only levy 
taxes to income restricted to that which was sourced within South Africa's fiscal jurisdiction. The 
Katz commission however in its fifth interim rep011 advised that active income to continue to be taxed 
using the source based principles of taxation while passive income to be taxed using residence based 
principles oftaxation.60 Taxation of e-commerce was therefore to be accommodated by the residence 
based system as passive income. 
55https://sataxguide. wordpress.com/briefing-note-on-residence-basis-of-taxation/ on 27 March 2018. 
56 Katz commission report. 'Ninth Interim report of the commission of Inquiry into Certain Aspects of the Tax Structure 
of South Afi·ica ' ( 1997), by Pemsel Staff; 18'11 August 2016. 
57Katz commission report, ·Ninth Interim report of the commission of Inquiry into Certain Aspects ofthe Tax Structure 
of South Afi·ica ' ( 1997). by Pemsel Staff; 18'11 August 2016. 
58 The Davis Tax Commilfee: http://www.taxcom.org.za/ accessed 16 January. 
59 Oguttu and Van der Merwe, Mercantile Law Journal 305, 2005 
6°Commission of Inquiry into certain Aspects oft he Tax Structure of South Afi·ica 1997 
http://www.polity.org.za/polity/govdocs/commissions/katz-5.html 
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The change in the basis of taxation meant that individuals who are ordinarily residents of South Africa 
were then to be taxed on all the income they accrued worldwide and not just in South Africa and 
persons who are not ordinarily residents could be taxed in South Africa only if they met the 
requirements of physical presence according to. South Africa's income tax laws. The physical 
presence test requires that persons who have been physically present in the country for a period 
exceeding ninety one days in aggregate during that year of tax assessment be taxed on income that is 
deemed to have been derived from a South African source. 61 
The Davis report on the other hand was what led to the changes in the tax approach for e-commerce 
in South Africa. The committee submitted a repOI1·that there were limited chances for South Africans 
residents using e-commerce to shift their profits to tax haven jurisdictions. On the other hand it 
reported that it was prevalent for non-residents transacting with South African customers to shift their 
taxes to other jurisdictions which is in contravention with South African tax laws that requires non-
residents to pay taxes on income they derive from a South African source. 62 This repot1 showed that 
non-resident e-commerce participants were the ones who were mostly untaxed. 
The Davis committee rep011 made the following recommendations with regards toe-commerce; 
~ That new rules be enacted requiring e-commerce to be taxed based on the place of 
consumption of the digital goods and services;63 
~ That rules be made requiring non-residents who derive income from a South African 
source to be taxed despite them not having a permanent establishment in the 
country; 64 
~ That there be implemented a withhoiding tax system that requires ·residents to withhold 
tax upon payment of e-commerce transaction to a non-resident so as to ensure non-
residents register for tax.65 
615th Report - Basing the South A fi·ican income tax system on the source or residence principle - options and 
recommendations. Chapter I; principles of taxation. 
62Discussion paper: E-commerce country case study, South I fi·ica; by Adheesh Budree, August 2017. 
63Discussion paper: E-commerce country case study. South A ii·ica; by Adheesh Budree, August 2017. 
64Discussion paper: E-commerce country case study, South AtTica; by Adheesh Budree, August 2017. 
65Discussion paper: E-commerce country case study, South A fi·ica; by Adheesh Budree. August 2017. 
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~ Creation of a level playing field to make South African companies dealing with digital 
goods and services on the same level as other non-digital companies 66 and 
~ That there be included provisions in the Electronic Communications and Technology 
Act to identify the location of taxpayers as well as their transactions which is supposed 
to solve the difficulty of identifying e-commerce users.67 
Following the recommendations of the Davis Cornmittee report new laws relating to e-commerce 
I ' 
were proposed to be made in South Africa's Value Added Tax (VAT) Act. 68 ln 2014 South Africa 
amended its VAT Act and included provisions to compel suppliers to South African residents to 
register as VAT vendors if the source is South African.69 The instituted laws compelled foreign 
merchants to register as a South African VAT vendor where the foreign merchant provides electronic 
services to South African consumers or where he receives payment for electronic services from a 
South African bank and the amount exceeded 50,000 South African Rand. 70 
In 2015 the Minister of Finance declared that South Africa would make amendments to change its 
tax laws to include the digital economy. The proposed amendments were to be made in line with the 
guidance that the OECD had issued in its rep011 on base erosion and profit shifti.ng (BEPS). This was 
also a follow up on the recommendations of the Davis Committee rep011. The change that resulted 
from this was the re-definition of the term 'permanent establishment' in its Income Tax Act to mean 
permanent establishment as defined from time to time in Article 5 of the Model Tax Convention. 71 
Other than the commissions discussed above, South Africa also held several discussions from as early 
as 2000 to identify the issues posed bye-commerce which the commissions expounded on. The early 
66Eiectronic Communications and Transactions Act, No. 25 of2002. 
67Discussion paper: E-commerce country case study, South Afi·ica; by Adheesh Budree, August 20 I 7. 
68 ' new tax rules proposed for e-commerce transactions ' by tl'": tax department. 22 April 20 I 5. 
https://\vww.ensafi·ica.com/news/new-ta"X-rules-proposed-fo:-- ·e-commerce-
transactions?ld=1773&STitle=ta"X%20ENSight accessed on _+'"January 2017. 
69Webber Wentzel. 'VAT and e-commerce. South A tl-ica falls behind: stays behind'. 12 December 2017 
https://www.itweb.co.zalcontent/WKBpdg7pX6 I 7LEew on I 0 February 20 I 8. 
70Webber Wentzel, 'VAT and e-commerce. South Africa fall s behind; stays behind '. 12 December 2017 
https://www. itweb.co. zalcontent/WKBpdg7pX6 I 7LEew on I 0 February 2018. 
71Pinch A. And Smit N .. ' proposed expansion of"permanent establishment'" definition' ENS Africa 
https://www.ensafi·ica.com/news/Proposed-expansion-of-permanent-establishment-definition?ld=2129& on I I February 
2018 
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discussions were what Jed to the release of the gref ;1 paper one-commerce which identified the issues 
arising from e-commerce and encouraged further discussions on the topic. The paper proposed that 
there be established legal and regulatory framework to govern e-commerce which would maintain 
confidence and privacy of electronically performed transactions, enhance information infrastructure 
and encourage distribution of e-commerce opportunities in the entire country. 72 
Currently, South Africa is governed by the VAT Act as the main legislation foi· taxing e-commerce 
transactions.73 On the 28 111 March 2014, the South African government gazetted a number of 
qualifying electronic services that ought to be taxed. 74 South Africa uses VAT which is a tax on 
consumption to levy taxes to foreign merchants on consumption of digital services in the country. 
The foreign merchants are required to register as South African VAT vendors. 
3.4 India's e-commerce tax laws 
India 's e-commerce growth rate has been rated as one of the highest in the world at an annual rate of 
51%. In India, e-commerce is the fastest growing mode of commercial transactions. 75 E-commerce, 
just as it has been in other countries, has posed the same challenges to India. Just like South Africa, 
India has had numerous efforts to reform its laws so as to address the challenges of taxing e-
commerce. In 1999 India constituted a committee known as the High Powered Committee to study 
aspects of e-commerce that pose challenges to it being taxed and to suggest measures that address the 
challenges.76 The Committee suggested that a withholding tax that is as low as possible be introduced 
on e-commerce transaction so as to safeguard it against base erosion. 77 
The issues that were keenly looked at and which also influenced the reformation of tax Jaws in India 
are; e-commerce lack of a physical presence and non-resident's lack of a permanent establishment in 
the country. The two requirements are key to raise a right to be taxed in India. Section 6(3) of the 
72South Afi·ica Department of Communications: A Green Paper on Electronic Commerce for South Africa , November 
2000 http ://www.gov.za/sites/www.gov.za/files/electronic _ commerce_l .pdf accessed 3 July 2017. 
73Webber Wentze l. 'VAT and e-commerce. South Afi·ica falls behind; stays behind ' . 12 December 20 17 
https://www.itweb.co.za/content/WKBpdg7pX617LEew on 28 February 2018 
74 Webber Wentzel. 'VAT and e-commerce. South Africa fall s behind; stays behind ' , 12 December 2017 
https://www.itweb.co. za/content/WKBpdg7pX617LEew on 28 February 2018. 
75
• 'ASSOCHAM-Forrester: India Country commercial guide. 27 July 2017 https://www.export.gov/article?id=India-e-
Commerce on 28'" December. ' 
76Kirti and Namrata Agrawal. ' Impact of e-commerce on tax<:tion ' , Banasthali University ,India .. 2014. 
77Kirti and Namrata Agrawal, ' Impact of e-commerce on taxation ·, Banasthali University ,India. 2014. 
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Indian Income Tax Act defines a resident compan·y for the purpose of taxation as one which has been 
incorporated under the Indian laws or one which is fully managed from India. 78 E-commerce being 
almost completely virtual falls shm1 of this requirement. The case 'Right Florist v Income tax on 
Google and Yahoo advet1ising' brought to the Indian tax appellate tribunal court elaborated on the 
controversial topic of determining what aspects of the internet can be attributed as having formed 
physical presence in a country. 
In the case, a florist had paid two companies; Google and Yahoo to advertise his business online. 
Both companies did not have a permanent establishment in India, they were not managed wholly from 
India and did not have their servers located in Indi~ hence they were not subject to Indian tax laws. 79 
Google was a resident in Ireland and Yahoo was resident in the USA. Both USA and Ireland had a 
double tax avoidance agreement with India.80 The question to be determined was whether websites 
amounted to physical presence in a country. The tribunal held that the interpretation of permanent 
establishment in that context did not include websites unless the servers which hosted the websites 
were located in the same country. 81 In determining this question, the tribunal referred to the High 
Powered Committee Report's position. The Committee was of the opinion that the concept of 
permanent establishment as was previously interpreted, be abandoned and it recommended that a new 
meaning be drawn from the OECD's explanation of permanent establishment. The tribunal therefore 
held that Google and Yahoo had not met the requirements to arise a right to be taxed in India. 82 
In 2016 India took another bold step to curb the issues of e-commerce taxation by introducing an 
equalization tax on its digital economy. This step was in line with the proposed repmt by the OECD's 
BEPS Action Plan 1 that states should introduce an equalization levy as an option to tax digital 
78Section 6(3), Income Tax Act 1999. (India). ·· 
791n the Income Ta'X Appellate Tribunal, kolkata Vs Right Florists Pvt Ltd l.T.A. No.: 13361 Kol. I 20 II Assessment 
year: 2005-06. 
80 ' 1n the Income Tax Appellate Tribunal. kolkata Ys Right Florists Pvt Ltd I.T. A. No. : 13361 Kol. I 20 II Assessment 
year: 2005-06. 
8 1 ' In the Income Tax Appellate Tribunal. kolkata Ys Right F':)l'ists Pvt Ltd I.T.A. No.: 13361 Kol. I 20 II Assessment 
year: 2005-06. 
82'1n the Income Ta'X Appellate Tribunal. kolkata Ys Right F!orists Pvt Ltd I.T.A. No.: 13361 Kol. I 2011 Assessment 
year: 2005-06. 
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transactions in order to equalize the tax burden on remote and domestic suppliers of similar goods 
and services.83 
India 's Finance Minister, Arun Jaitley, pushed for the inse1tion of a chapter in the Finance Bill 2016 
titled ' Equalization Levy' .84 The chapter defined equalization levy as tax that to be levied on 
consideration received or receivable by nonresidents who did not have a permanent establishment in 
India, from a resident who carries out a business or profession or a nonresidents who has a permanent 
establishment in India for any specified service. 85 The tax is levied at 6% on the specified services 
including; online advertisements and any other provision for digital advertising space or any facility 
or service for the purpose of online advertisement. 86 
The tax is only applicable to Business-to-Business (B2B) transactions. Income of nonresidents 
subjected to equalization tax is exempted from further taxation under India 's Income Tax Act 1961 . 
The equalization tax is applicable to; residents who carry out businesses or professions or to non-
residents who have a permanent establishment in India. Such persons are required to withhold this 
levy when making payments to nonresident service providers. This provision is similar to that ofthe 
normal withholding tax. The compliance obligation is for both Indian residents as well as for non-
resident service providers. This compliance is being encouraged through sanctions; delayed payments 
are penalized at I% on the outstanding levy for each month that the payment is not done.87 
3.5 Discussion of OECD 1·eports 
The OECD has published numerous reports and guidelines which have shaped the gradual tax changes 
of the two jurisdictions; South Africa and India. Among the OECD reports that have greatly impacted 
e-commerce taxation literature are the, Model Ta;x Convention, the Ottawa Principles, the BEPS 
Action Point I Report which identified that e-commerce enterprises avoid paying taxes and shift their 
83Giobal Tax Alert. ' OECD issues fin al report on the tax cha. lenges of t he digital economy' Action I (20 15). 
84 ' lndia introduces equalization levy on digital-commerce tnmsactions in 2016 budget' , 2"d March 2016, E Y Global Tax 
Alert Libra~y. 
85Chapter 8, Finance Act 2016 (India). 
86Report of the Tax Committee on taxation ofe-commerce. 'Proposal for equalization levy fo r specified transaction' 
2016. 
87EY Global Tax Alert Library; ' India introduces equalization levy on digital-commerce transactions in 2016 budget ' , 
2"d March 201 6. 
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profits to low or no tax territories among others. The two countries have used the recommendation of 
the OECD as well as their own internal recommendations to form their current tax laws. 
Article 4 of the Model Tax Convention addresses the issue of who is subject to taxation and to which 
jurisdiction. The Article contemplates situations where persons could be tax residents in more than 
one jurisdiction which is common fore-commerce businesses. The Article defines a resident and the 
criteria to be followed when persons are liable to taxation in more than one taxjurisdiction.88 The 
convention defines a resident as persons who under the law of a particular state are liable to tax by 
reason of domicile, residence, place of management or any other criterion of a similar nature. 89 Article 
4(2) of the Convention provides that when such a person is a resident in both countries then it should 
be identified where the person has a permanent establishment. If such person has a permanent 
establishment in both then he shall be deemed to be resident to the state which his personal and 
economic relations are closer.90 £-commerce easily fits as a business that takes place over a number 
of countries hence can quality to be resident in more than one country. 
The Commentary on A1ticle 4 of the Model Tax Convention further elaborates on the location of a 
transaction and the place of taxation. It provides that the place of consumption ought to be the place 
of taxation . 9 1 It further provides that in instances where a person has many locations, a contract 
should provide sufficient indication for the business and tax administrations to determine the country 
of consumption .92 The rationale of taxing income at the country of consumption is to avoid double 
taxation problems. 
88Article 4, J\4odel Tax Convention. 
89 Art ic le 4, Model Tax Convention. 
90Article 4(2). Model Convention with respect to taxes on in.:·ame and on cap ital. 
9 1Draft Commentary ro Article 4 of the Model Tax Convent i· :1. 
92Draft Co mmentary to Article 5 of the Model Tax Conventio;-1. 
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3.6 When does e-commerce create a per·manent establishment? 
Article 5 of the Model Tax Convention defines a permanent establishment as a fixed place business 
from where a business or an enterprise is manag<::d wholly or partly. 93 The Article fhrther provides 
examples of what could amount to a permanent establishment which includes; a branch, an office, a 
place of management, a factory, a mine, an oil and gas well , quarry or a place of extraction of natural 
resources. 94 This definition however does not include a computer, a website or a server which leaves 
e-commerce out of the picture as most of the examples given only contemplate businesses that have 
a physical presence. £-commerce makes it possible for people to trade without having physical 
presence in a country hence falls short of this definition . This therefore leaves us with the question of 
when does e-commerce create to a permanent establishment. 
The permanent establishment query was addressed in 2000 following some amendments made to the 
definition of ' permanent establishment' in the Model Tax Convention to include e-commerce. The 
OECD made the following changes to the Commentary of Article 5 of the Model Tax Convention. It 
clarified the following areas on permanent establishment to fit e-commerce: 
);> That a website cannot in itself constitute a permanent establishment.95 
);> That human intervention is not a necessary requirement for the existence of a permanent 
establishment. 96 
);> That the issue of whether computer equipment at a given location constitutes a permanent 
establishment will depend on whether the functions performed through that equipment exceed 
the preparatory or auxiliary threshold, something that can only be decided on a case by case 
basis.97 
93Article 5. Model Tax Convenlion. 
94Article 5. J\t/ode/ Tax Convenlion. 
95Draft Commentary to Article 5 of the Model Tax Convention. 
96Draft Commentary to Article 5 of the Model Tax Convention. 
970ECD Committee on Fisca l Affairs. ·Clarification on the application of the permanent establishment definition in e-
co mmerce: Changes to the commentary on the model tax convention on article 5, (2000). 
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>- That computer equipment at a given location can only constitute a permanent establishment 
if it meets the requirements of being fixed . In order to constitute a fixed place of business a 
server will need be located at a certain place for a sufficient period of time so as to become 
fixed.98 
The rationale behind the above mentioned conclusions about e-commerce forming a permanent 
establishment was discussed in the Draft Commentary to At1icle 5 of the Model Tax Convention 
addressing e-commerce. In the commentmy, it states that normally, automatic equipment operated by 
an enterprise amounts to a permanent establishment. However, the same does not apply for computer 
equipment though it could, in some circumstances, it constitutes a permanent establishment A website 
on the other hand is intangible and constitutes a combination of software and data which is stored and 
operated by a server hence cannot form a permanent establishment or constitute a ' place of businesses. 
However, the server where a website is operated is equipment which requires physical location and 
may amount to a fixed place of business of an enterprise. 99 Therefore a server and not a website can 
constitute a place of business. 
Article 5 of the Draft Commentary further elaborates on the concept of ' permanent establishment '. It 
states that the concept of a permanent establishment determines the right of a Contracting State to tax 
the profits of an enterprise of the other Contracting State. 100 Article 7 of the Model Tax Convention 
provides that a Contracting State can only tax the profits of an enterprise if it has a permanent 
establishment in that country. 101 The two Articles show the importance of including e-commerce in 
the definition of the term ' permanent establishment'. Article 5 of the Commentary expands the 
meaning of the term permanent establishment to include persons acting on behalf of an enterprise. 102 
980 ECD Committee on Fiscal A fla irs. ·Clarificat ion on the application o f the permanent establishment definition in e-
co mmerce: Changes to the commentary on the model tax convention on article 5, (2000). 
99Drafl Co mmentary to Article 5 of the Model Tax Co nvention. 
100Drall Comme ntary to Art icle 5 of the Model Tax Convent ion. 
101 Dra fl Co mmentary to Article 7 o f the Model Tax Co nvent ion. 
102Lev ine H .. ' When does e-commerce result in a permanent establishment? OECD initial response' Robbert and 
Holland LLP. 2000 https://www. robertsandhollancl . com/new~ -page? itemid= I 05 on I 0' 11 February 201 8. 
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Such a person however needs to have his activities limited to specific exclusions. This provision 
makes it possible for foreign enterprises to have a permanent establishment in a Contracting State 
without necessarily having a ' fixed place of business ' . 
The OECD's BEPS package discussions and reports have greatly informed this research and have 
addressed some of the challenges of e-commerce taxation. The 2015 Report on Action Plan I 
identified three possible options that were recommended by the European Union (EU) to address the 
challenges of e-commerce taxation. The options suggested are; an equalization levy, a withholding 
tax and an elaborate definition of permanent establishment that is nexus based hence includes 
significant economic presence such as 'virtual permanent establishment' . 103 Although these 
recommendations were by the EU and not the OECD, the OECD BEPS Action Plan 1 report 
encouraged states to adopt them.104 The rep011 states that more work is still required to be done and 
relies on other action plans to address thee-commerce tax issues. 
103Pieron A. and Helleput te C .. ' taxation o f the dig ital economy; Toward a new equalization levy in Europe· Mayer 
Brown legal update. 
104Pieron A. and Helleputte C .. ' taxation of the digita l econo~ !y; Toward a new equalization levy in Europe ' Mayer 
Brown legal update. · 
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CHAPTER 4 :ANALYSIS/ DISCUSSION 
4.1 Introduction 
This chapter analyses whether the two countries under study; South Africa and India have addressed 
the challenges of e-commerce taxation which is an objective of this research. The chapter will further 
analyze whether the two countries have answered the research questions. This entails analyzing 
whether the countries have e-commerce tax laws that sufficiently address the challenges e-commerce 
poses. The chapter will then conclude by answering whether the comparative study is appropriate for 
Kenya to borrow and learn from . 
To assess whether the two countries have addressed the challenges that e-commerce poses, focus will 
be given to the following questions; whether the two countries have a comprehensive definition of 
the term ' permanent establishment' that encompasses e-commerce transactions, whether the countries 
have specified the aspects of e-commerce that attribute to it having formed · a place of effective 
management and whether the countries have dealt with the issue of anonymity of taxpayers and their 
transactions. 
4.2 India 
India has laws that touch one-commerce taxation. These are found in the country's Finance Act and 
its Income Tax Act. The Income Tax Act as discussed in the previous chapter is not comprehensive 
to include taxation of all income earned from e-commerce. The Act came to force in 1961 at a time 
when digital commerce had not been envisioned . The emergence of the digital commerce 
revolutionized the operation of business and challenged the key principles that used to guide taxation 
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ofthe traditional physical markets. 105 E-commerce challenged the principle of physical presence that 
forms the basis for assessing tax liability in fndia. 106 
The rampant growth of e-commerce is what led to the need for re-evaluation of the country's tax laws 
so as to incorporate e-commerce. The challenges that needed to be addressed were those of 
incorporating laws that require income to be taxed in India without an enterprise necessarily having 
a permanent establishment in the country and that ':>fanonymity of some e-commerce transactions as 
well as its users . 
To address the challenge of lack of a permanent establishment, India, through the Tax Committee 
proposed to institute an equalization levy which is in line with the recommendations of the report of 
the OECD BEPS Action I that the EU had suggested . 107 It then became the first country to use this 
approach of introducing an equalization levy under its domestic law.108 The committee rep01ied that 
the purpose of the levy was to equalize the income disadvantage faced by resident e-commerce 
companies and to encourage an environment that allows e-commerce companies to compete with 
foreign companies. 109 This approach is also in accordance with the Ottawa tax principle of neutrality 
laid out by the OECD which entails treating all taxable income equally hence taxing all income 
including income from e-commerce.11 0 
Chapter 8 of the Finance Bill 2016 proposed an equalization levy of 6% on specified digital 
services. 111 The levy was to start operating on I 51 June 2016. It was to be charged only to specified 
payments of online digital advertisements and on payments in excess of US $ 1,500 in a financial 
105Ramachandra G .. ·Jndia: concept of permanent establishm -::nt and Electronic commerce'. Indian C01porate Counsel 
Association 2003. 
106Ramachandra G .. ·Jndia: concept of permanent establish1nent and Electronic commerce·. Indian C01p orate Counsel 
Association 2003. 
107Pieron A. and 1-Jelleputte C .. ·taxat ion of the digital economy; Toward a new equalization levy in Europe' Mayer 
Brown legal update. 
108Deloitte. · equalization levy , is it equitable?' 2016. 
109Report of the Tax Committee on ta"at ion of e-commerce. ' Proposal for equalization levy for specified transaction ' 
2016. 
110 Report fi·om The Forum on Strategic Management to the Committee on Fiscal Affair 'Tax administration aspects of 
electronic commerce: Responding to the challenges and opportunities ' February 200 I. 
111 The finance bill. 201 6 (India). 
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year to foreign enterprises that do not have a permanent establishment in the country. 112 The 
Government however left an open window to include other digital services. -Payers to such non-
resident enterprises are required to withhold the levy and the tax would be a final tax.ll3 
The idea of the equalization levy was to create a level playing ground for foreign and local e-
commerce users by subjecting all of them to taxatio:1. This is however not achieved as the equalization 
levy charged on foreign e-commerce companies is lower than the normal rate of income tax charged 
to local enterprises. Also the equalization levy is only applicable to 828 transactions and excludes 
certain payments such as payments made by individuals for posting blogs, payments made by 
:] ) ' 
Government Depa11ments to sensitize the public and payments made by Non-Government 
Organizations (NGOs). 114 The levy is not equitable as it still gives foreign e-commerce enterprises an 
added advantage over local ones. Despite this inequality the equalization levy is still an advancement 
towards taxing income from e-commerce and can be amended with time to make it equitable. 
4.3 South Africa 
South Africa like India has e-commerce tax laws that try to address the same issues that challenge the 
e-commerce taxation. The first approach that South Africa took to address the challenges was to 
change the basis of its taxation from source based to residence based. This change indirectly worked 
in favor of e-commerce as the scope of residence based taxation is much broader than the source basis 
of taxation. 115 
To include income earned from e-commerce in its tax laws, the Income Tax Act defined the tenn 
' permanent establishment' to mean permanent establishment as defined from time to time in Article 
5 of the Model Tax Convention. 11 6 This makes any change made to the definition of Article 5 of the 
11 2Report of the Tax Committee on taxation of e-commerce. ' Proposal for equalization levy for specified transaction ' 
2016. 
113 Report of the Tax Committee on taxation of e-commerce. ' Proposal for equalization levy for specified transaction ' 
2016. 
114Delo itt e. ' equalization levy , is it equitable? ' 2016 . 
11 5Green paper on electronic commerce for South Afi·ica- p1· :ic discussion 
file:/ I IC :!Users/User/Down loads/ green _paper_ on_ electronic _.~om merce. pdf on 5th February 20 I 8. 
116Pinch A. And Smit N .. ·proposed expansion of"permanem establishment" definition ' ENS Afi-ica 
https://www.ensafi·ica.com/news/Proposed-expansion-o f-permanent-establishment-definition?ld=2129& on l 1'11 
February 2018. 
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Model Tax Convention to automatically apply in South Africa. This approach of extending the 
permanent establishment definition to include virtual establishment that South Africa chose is in line 
with the recommendations of the OECD BEPS Aciion I repm1. 117 
South Africa 's approach to tax e-commerce is through VAT. South Africa's VAT Act requires 
suppliers to South African residents to register as VAT vendors. 11 8 It further requires residents to 
withhold tax when they enter into an e-commerce transaction with non-residents hence withhold 
payments made to non-South African residents. 11 9 
An analysis of the two countries; India and South Africa shows that they have used two different 
approaches to tax e-commerce. Both countries approaches however are aligned with the guidelines 
of the OECD. Both countries have their definition of the tenn ' permanent establishment ' the same as 
with that of the OECD. Also, the approach to tax e-commerce is in line with the OECD BEPS Action 
Plan 1 report which encouraged countries to adopt the methods proposed by the EU; India adopted 
the equalization levy to its domestic laws while South Africa used the withholding VAT approach. 120 
Though the two countries have made advancements to address the challenges of e-commerce taxation, 
not all issues have been addressed . The issue of anonymity of taxpayers is one that both countries 
have not elaborated on. Anonymous e-commerce users can still avoid paying taxes on the income 
earned in the country. Despite the shm1comings of the two countries in arriving at an equitable method 
to tax e-commerce, they are still better placed for Kenya to emulate as they are not too developed and 
neither are their tax laws. This makes the two countries appropriate for Kenya to emulate since it is 
in its very early stages of addressing this issue and the progress made by the two countries are not too 
advanced and are easy to adopt. 
117Pieron A. and Helleputte C .. ' taxation o f the dig ital economy: Toward a new equalization levy in Europe', Mayer 
Brown legal update, December 20 17. 
11 8Webber Wentzel, · VAT and e-commerce, South A fi·ica fa ll3 behind ; stays behind ' . 12'11 December 2017. 
119Webber Wentzel. ' VAT and e-commerce, South Afi·ica fa ll s behind ; stays behind ' , 12'11 December 201 7. 
120Pieron A. and Helleputte C.. ' taxation of the dig ital economy: Toward a new equa lization levy in Europe' Mayer 
Brown legal update. 
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CHAPTER 5; CONCLUSION AND RECOMI'.~ENDATION 
5.1 Recommendation 
One of the objectives of this research was to come up with recommendations for Kenya after 
analyzing thee-commerce tax laws oflndia and South Africa. The research also intended to borrow 
some literature from the OECD whose contribution to taxation has been relied on by many developed 
as well as developing countries when forming e-commerce tax laws including the two countries under 
study. This chapter will therefore make recommendations based on findings of the two countries 
under study as well as the contributions of the OECD. The recommendations given are designed in a 
way that they give a solution to the challenges e-commerce poses to the current Kenyan tax laws. 
The challenges that this research will be providing recommendations for are; out dated tax laws that 
do not include income from e-commerce, lack of clear e-commerce tax laws, anonymity of e-
commerce transactions and its participants and double taxation issues of e-commerce users. This 
research is aimed at recommending guidelines that would help Kenya address the challenges of taxing 
e-commerce hence the need to address the challenges. 
5.1.1 Out dated tax laws 
E-commerce is a relatively new way of conducting business that came about due to technological 
advancements. The Kenyan Income Tax Act came into force in 1974 when e-commerce had not been 
contemplated. Currently e-commerce has revolutionized the market and many aspects of e-commerce 
are not applicable to tax laws. This calls for a change or amendment of tax laws to include e-
commerce. Technology advances very quickly and if tax laws remain rigid and outdated tax laws 
become inapplicable to the income intended to be taxed hence it ends up being untaxed. Flexibility is 
a tax law principle that needs to be adopted by having constant review of tax laws to adapt to the 
changes in technology. 
4 1 
South Africa and India began discussions on e-commerce taxation and they have been able to make 
good progress with the laws they have implemented. Kenya should also start the process as the two 
countries' progress can be achieved in Kenya too. This research therefore recommends a review and 
reform of the Kenyan tax laws to include provisions that are applicable to income gained from e-
commerce. 
5.1 .2 Unclea 1· c-com mc•·ce laws 
Kenyan income tax laws have no specific provisio~1 on e-commerce. The constitution as well as the 
Income Tax Act generally provide that income accrued from Kenya be taxed. E-commerce, as this 
research has established, needs more than just a general provision to avoid creation of a tax haven for 
e-commerce. Clear and simple tax law is one of the principles that the Ottawa Conference advocated 
fore-commerce tax laws. E-commerce laws need to have a clear definition of the te1ms ' e-commerce ' 
and 'permanent establishment ', persons who are to be taxed- hence the need to address anonymity, 
when e-commerce income is subject to taxation and the jurisdiction to tax the income. 
Kenyan tax laws need to be reviewed so as to include an elaborate definition of e-commerce that 
corresponds with that of the OECD. The question of when e-commerce income ought to be taxed can 
be addressed by having a comprehensive definition of the term ' permanent establishment' that is 
applicable toe-commerce. The OECD's amended Model Tax Convention has a clear provision (which 
has been discussed in the previous chapter) on when e-commerce can 'create a permanent 
establishment. Kenya can therefore borrow from i\rticle 5 of the Draft Commentary on the Model 
Tax Convention provision as this provision is the missing link in the Kenyan tax laws that incorporate 
the technicalities of e-commerce to be included in the law. 
As for the jurisdiction to tax e-commerce, this rese<~rch recommends that Kenya adopts a withholding 
VAT system similar to the one South Africa uses. This would require legislation be made requiring 
residents to withhold tax on payment of services rc :tdered by non-residents to make them register as 
tax vendors in the country. The idea of using withh0lding VAT tax system would be more appropriate 
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as VAT it is much lower than the rate of income tax which makes it attractive to foreign merchants 
while at the same time it benefits the country as it gets a share of the income gained from e-commerce. 
The withholding VAT tax method would also help solve the challenge of anonymous e-commerce 
participants as it will make it easier to identify the pa11icipants and transaction taking place when the 
payments are being done. Withholding VAT system imposes tax on consumption hence a country is 
able to tax non residents who gain their income in a country despite them having a permanent 
establishment. This approach helps to reduce base erosion and profit shifting especially by foreign 
enterprises 
5.1.3 Anonymity of c-commcrcc users and their transactions 
As was earlier discussed, identifying e-commerce users can be difficult depending on the products 
involved or even the websites used for e-commerce. Transactions that occur in the deep web in 
websites such as Tor are characterized by anonymity whereby it completely hides who the users are, 
their location, the transaction concluded and even the amount paid especially if electronic money was 
used. One method of curbing such occurrences is by incorporating changes at the level of the 
architecture of the internet to make it apparent whenever a transaction takes place in the internet. This 
however requires advanced technology, significant financial outlay and years for Kenya to be able to 
do it. Therefore. this research recommends that this be a long term aim rather than one that is to be 
implemented in the near future. 
The use of laws to make it mandatory for internet users to comply with some requirements does not 
always work. For example, requiring e-commerce enterprises to request customer details such as their 
name, place of domicile, age and identity number is not an assurance that the information given will 
always be true. The 1998 OECD's Committee on Fiscal Affairs developed guidance principles that 
requires internet business identification, transaction inf01mation, verification requirements for 
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customer status and jurisdiction, record- keeping a!:d accountability of electronic payment systems. 121 
This however has not been successful as it has been reported that electronic books and records can be 
easily concealed hence deny tax authorities access to them. This research therefore recommends that 
such requirement as suggested by the Committee on Fiscal Affairs be incorporated into law. The 
option of using technology is too advanced for Kenya as even South Africa and India have not been 
able to adequately address this issue. 
5.1.4 Double taxa tion possibilities of e-commerce t•·ansactions 
Countries have different basis of how they tax income. Kenya 's basis is that of source based while 
South Africa's and India 's is residence based. In many cases where there is no uniformity on the basis 
of taxation, there arises instances of double taxation. To avoid double taxation; states have to agree 
on the jurisdiction to tax the income. Most states establish double taxation agreements to determine 
the state to tax the income when a certain income qualifies to be taxed by more than one country. E-
commerce defies jurisdictional boundaries and even blurs the source of the income which makes it 
difficult for countries to agree on the state with taxing rights over a certain income. The general ideal 
of double taxation agreements is that the state with the closest or one that has the most nexus with an 
individual or company is the one allowed to tax. To avoid double taxation of e-commerce, it would 
be ideal if all countries adopted one standard way of taxation that is all countries to have the same 
basis of taxation. However the odds of this happening is close to impossible which makes formation 
double taxation agreements more reasonable. 
5.2 Conclusion 
E-commerce is ever growing as innovation of new technology keeps on advancing. More people are 
shifting from the traditional markets to trading almost everything on e-commerce platforms. Many 
countries. especially the developed ones. have taken steps to create tax laws that include income from 
12 1"1mplementation of the Ottawa Taxation Framework Conditions". Ottawa. 2003 Report. 7. 
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e-commerce. Kenya on the other hand has stood on the window for way too long watching this income 
go untaxed which is not only an unfair deprivation for the government but also unjust for other income 
tax payers. The challenges e-commerce pose are global hence the need for joint effort of countries to 
address this common issue. This research recommends international cooperation with organizations 
that are determined to address these challenges such as the Committee on Fiscal Affairs, UNTCTAD 
and the OECD for more comprehensive laws that address e-commerce tax laws. 
Further research may need to focus on how other countries other than the ones this research had limits 
to have addressed the challenges of anonymity of e-commerce users and transactions. This research 
has not been able to find comprehensive solution to this problem as the two countries that this research 
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